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2) Estimated Average Retai/COGS and SG&A per Line Based on 
Existing Wireline EBITDA Margins 
- Assumes residential wireline margins are equivalent t o  total wireline margins 

3) Calculated Wholesale EBITDA Contribution 
- a) Estimated average wholesale COGS and SG&A per line 

- Assume 5% avoided cost in COGS; 20% avoided cost in SG&A 

- b) Compared this cost structure t o  revenue from wholesale UNE-P rates 

COGS S.GBA EBITDA % 01 COGS ‘lo 01 S,GELA Calculated 

(% of sales) (“IO 01 sales) margins avoided avoided EBITDA margins 

SBC 3516 25% 40% 5% 20% -24% 
VZ 31 “10 24% 45% 5% 20% -4% 

BLS 2 i %  23% 50% 5 % 20% 13% 

. . .  

i” 
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0 EBITDA Per Line 

- SBC - UNE-P Average ($3.51) vs. Retail Average $13.53 

- BellSouth - UNE-P Average $2.47 vs. Retail Average $18.12 

- Verizon - UNE-P Average ($0.68) vs. Retail Average $14.59 

- Qdest - UNE-P Average $1.03 vs. Retail Average $14.69 

-5 
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1 '  , , 

0 4) Estimated Future Line Loss in Each State 

- SBC: Lost 692K lines to UNE-P in 2Q. up from 358K in 1Q 

- We believe roughly half of these were in June alone 

- AT&T entered iL and OH in mid-June, CA in early August 

- We expect line loss of I m  in Q3 and 1.2173 in Q4 
z 

- BellSouth: Lost 278K lines to UNE-P in ZQ, up from 239K in 1Q 

- Losing 100-120/ quarter to reseller in Florida 

- AT&T in Georgia and is  likely to enter Florida as well 

- We expect line loss of 300K in 4 3  and 400K in Q4 

- Verizon: Lost 110K lines to UNE-P in 2Q, up from 64K in 1Q 

- AT&T increasing marketing expenditures in New York 

- Announced entry into New Jersey in September 

- Expect t o  enter Pennsylvania in 4Q 

- We expect line loss of 230K in 4 3  and SOOK in Q4 

2 4  





+ Downgrading the Bells (BLS, SBC and VZ) 
- Expect the group to perform inline with the market over the next 12 months 

- Dividend yields should provide a backstop on valuations 

+ Economics of UNE-P worse than expected for the Bells 
- will put additional pressure on Bell'margins and earnings 

-- SBC and BellSouth are the most exposed 

Q Line Losses Will Likely Accelerate in 2HO2 
- AT&TandMCI 

- No near-term regulatory relief expected 

Long Distance is  Only a Partial Offset 
- Local revenue i s  much higher margin than long distance 

- To breakeven on the EBITDA line, Bells need to add 5.4 long distance customers 
for every UNE-P line added 

8 2003 EPS Estimates are Too High 
- We now expect 2003 EPS to decline 1.8%; the Street s t i l l  forecasts growth & 111)~ \ \ ~ i ~ ~ ~ t ) ~ ~ ~ ~ ~  
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United States 
Telecom Services 

21 August2002 

Regulation pressuring RBOC profits 

I I Industry update 

Hold 
RBOCs' core profh center is under severe attack from compethive 
forces. Regulators have reduced UNE pricing such that CLECS are Using 

BellSouth Corporation 
Owest Communications 

UNE lines to penetrate the residential and small business markets. In 
our view, until UNE pricing becomes more rational, the RBOCs will 
sufter steeper profitability squeezes from CLECs using UNE lines. 

SBC Communications 
Verizon Communications 

CLEC penetration rising: By the end 01 2001. according to the FCC. 
CLECs accounted for 10.29. of the nation3 192m switched lines. up 
from 7.700 12 months earlier. a 32% increase in market share Cable 
telephony l!nes are increasing at a slightly faster rate than overall CLEC 
lhnes. By tne en0 of 2001. according to tne FCC. cable telephone lines 
constituted 11% of CLEC lines (2.2m lines). and 1% of all switched hnes 

Lost ILEC profits: ILECs lost 1 S m  lines in the last six months of 2001 
in the form of UNEs (unbundled network elements] to CLECs. which we 
eslimate comes to S lbn in lost annualized sales, most of which IS pure 
prclil In a slx-month span. then. after taxes, ILEC bottom lines lost 
about S325m In net income. and S4.2bn in marKei cap~talizat~on, 
assuming a 13x PIE multiple. The Bells control about 94", o! tne nation s 
incmment access lines. so the RBOCs. primarily through UhE lost 
S4bn in markel capitalization in the last half of Z O O :  The Bells currently 
nave a SZZObn eauity market cap. meaning that CLECs conceivably 
oeslroyeo 2'. of Bell equlty value in the HZ 2001 

b Some CLEC overbuilding: In HZ 01. CLRcs gained 2 4m lines which 
we believe was created exclusively at the expense of the ILECs or 
19 OOC lines per business day Some of these lines are lost to Cable 
telepnony or where CLECs build their own connections directly to 
businesses In such cases the CLEC has ove'built or comDletely 
severed the connection between the ILEC and the customer removing 
the ILEC from 10040 of their former revenue stream 

Ratings: We malntain our Hold ratings on BellSouth Corp , Owest 
Communications SBC Communications and Verizon Communications 

Bruze J .  Roberts 
+1 212 429 3459 
bruce robe!iS@dfnn corn 

William P. Carrier 
- 1  212 429 3457 
william carner@dhw Cam 
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I Investment summary and 
I conclusion 

Regulators are torcing 
unprofitable resale pricing upon 

the loa1 m u s v  through 
UNEs 

The concern isn't the CLECS: with a weak capital market. and tha techno bubble-burst. 
the money C L E C ~  need 10 build out a local network IS NOT available in the publlc or 
bank markets Ironically, the impact of CLEC competition has never been more 
NEGATIVE for RBOCs (we interchange the terms RBOCs and ILECs). Why? Because 

the regulators are forcing unprofitable resale pricing upon the local industry through 
Unbundled Network Elements. or UNEs. What are UNEs' 

UNEs are network 'elements' - switching. copper lines. data base hookups. fiber 
trunks into office buildings. etc., that the RBOC is forced to lease to the CLEC. When a 
CLEC uses UNEs INSTEAD of building out 11s own copper loops. switches. etC.. it 
avoids major capital expense, and 'rides' the RBOCs' investments made over 

decades. When capital flowed freely to CLECs in the 1990s. CLECs took that money 
and decided to build their own networks. At the time thal seemed to be a ratiOnal 
decision: money would be available from Wall Street 'forever'. and an owned network 
would be more profitable rhan a leased one - eventually. Unlonunately lor those 
CLECs that overbuilt over wide geographic territories. !.e.. the "XOS" of the world that 
declded there was a business case for a 'national -local' infrastructure that served (in 
retrospect) way too many cities. thereby never achievlng density - the key to local 
profitability - the capital markets dried up. Lett were the liouid competitors to the Bells: 
ATgT and MCI (until now), who, over the last two years. have taken up UNE. or 
leasing. rather than constructing a second local network. as the means to Compete. 
WHY? 

ATgT and MCI are very concerned anout losing long d8stance customers to the 

RBOCs So even i f  UNE isn't as profitable as owning your own network. by being able 
to offer local service promptly (which UNE enables; and at a decenl profit (which UNE 
enables), the long distance carriers can combat long distance customer defection, 
making THEIR foray into leasing local serwces more prcfitable by avolding lost long 
distance revenues, than an " X O  could have 

b Hence, Ihe recent rapid entry into long distance by the RBOCS has been 
accompanied by a rapid expansion of the use of UNEs by CLECs. principally 
ATBT and MCI 

States rule over the Feds on local telephony States have been widenlng the 

UNE discount - to the detriment 01 the RBOCs - as a quid pro quo to RBOC 
Ion9 distance entry. Local profit margins are much latter (4%) than long 
distance margins (259.1. so the current trade-off IS a loser for the R B O C ~ .  

2 Dresdier KimwoTt Wassersteln 



The regulators may allow three 
t o  four vertically ano 

horizontally integrateo 
prOviCerS 

3 

b The discount has caused mucn more rapid CLEC uNE use This was seen 
most recently ,n Calilornia. where the CA PUC has recently ruied that S3C can 

provide long distance (SBC Still must apply at tne FCC) in tne case ot CA. 
AT&T got lower UNE rates BEFORE SBC was able to get into long distance 
causing a timing-engendered lOSS as well. 

Whtch regulators? Well, ltrst the FCC. WhlCh took the 1996 Act that dld no: specify 
panlcular UNEs or wnai price they should be made available at. The last FCC made a 
long Itst of UNEs ana set severe discount 'frameworks' to those UNEs. Then the states 
got mto the act by setting the actual UNE rate. 1.e.. the discount from retail rates 
offered to an RBOC's customers. These discounts can be as high as 65% At the 
margin. such revenue loss. accompanied by continued network costs. results in almost 
one-for-one profit loss - thus, the UNE is highly profit-destructive. 

The only saving grace IS that MCI has serious financial difficulties. and could be forced 
to abandon its UNE expansion program - t o  the Bells' benefit. In addition. ATBT. which 
is in much better financial shape. and can. we estimate. survive on its own for years. 
could be bought out by a Bell if the current telecom meltdown continues. In other 
words, the regulators - the FCC and DOJ - may allow Ihe oligopolization of the 
telecom Industry, where there are three to four venically and horizontally integrated 
providers That 15 three lo tour old Ma Bells. 

b For investors, we believe mat the Bells are trading near historically low multiples of 
EBITDA. which IS the most lmportant barometer of value. in our view. However, 
UNE IS. at the margin. so value deslructive. that we would be HOLDERS. i f  and 
until the regulators become more realistic. And if  they don't. shareholders might be 
rewarded by a severe downsizing of MCI andlor absorption of AT&T by a Bell. 
Conclusion: Hold 
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"The cream skim" - business, 
population density and 
demographics 

The current competitive policies favor rich residential customers. large businesses and 
states with greater population denSlty 

According to the FCC 5 5 9 ,  of CLEC lines served medium and large businesses and 
government customers. In contrast. just 2340 01 ILEC lines served such customers. 
Conversely, 45% of CLEC lines served residential and small husiness markets. 
while over 75% ot Bell lines served lower profit residential and small business 
lines. Businesses 2nd government ofllces are more densely packed. and spend more 
per access line thar. residents 

45 01 CLEC lines seweo 
iesioential ano small business 

markets 

Thus. the ILECs are ieft hoiding the 'bag' - serving m3re of the costly (read: 
geographically dispersed) and lower paying lhe  base. We view the 'cream skim' as 
one of the most compelling arguments that local Competition regulation IS destructive 
and illogical. 

Year-end 2001 E CLEC line compositior! 
~~~~ 

Figure 1: CLEC access lines. 1999.2001 
~~ ~~ ~~ ~~~ 
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Overbuild: 33%, but in key Sectors much lower 
of the 330;~ OVerDUlld percentage. we estimate that unoer 5% of resiaenliat lines are 

overbuilt lines. We believe this is a ieiiing statistic ana pernaps the most Imponant IC 

us at year-end Z O O ! .  mere were 134m resaeitla' ana Small 
CO~DefitlOn business ilnes The malority of Overnuill lines are business lines. with a 

concentration on meaium and large sized businesses. Our view is that the current 
rules forcing RBOCs to resell local lines to CLECs at very deep dlscounts are off 
course The goal of the 1996 Act was to create the environment for local 
competition, not create local competition. Although seemlngly subtle. this IS a huge 
disbnction. The idea IS that to produce new. exciting services and prlclng programs 
requires a competitor to provide new. exciting~services How can thal occur if the 
CLEC is reselling the RBOCs' service? With only a 335. overbuildlng rate. the deslred 
outcome 01 the Act IS unaccomplished The idea was to give the CLECs a means to 
build customer scale upon which they could then justify building their own network. 
since this is an industry of scale. In point of fact. the growth in UNE lines is 
accelerating. aespite the fact that the base of CLEC customers IS also expanding. With 
UNE. the CLECs are merely behaving as rational decision makers. If it's cheaper and 
less risky lo  resell rather than build. then resell is the answer. Unlike the long distance 
Industry, which is less of a natural monopoly since it takes just severalbn dollars and 
two to three years lo build a nattonal network. except for the cream 01 the business 
market and the Crear I e .  demographically desirable (read: rich homeowners who 
can buy many serwces! residential mamet. a new national local network is unlikely to 
emerge. We won't get into "what 11s." but under a more ratioPal local competitive 
iramework. overbuilding might have occurred lo  a greater exlent. 

The goal of the 1996 Act was to 

create the environment for local 
cDmPetltiDr not createlocal th,S repon In 

Sinking the sunk costs 
Overbuilding erases any revenue contribution from former CUStomers or prospective 
customers that would have used a Bell /I an overbuilding CLEC wasn't around. It  fully 
'strands' the lines' assets The business base I S  easier to overbuild because they are 
located in onice buildings and orhewise Packed more dsnsely So the 'cream skim' 
has been accompanied by the 'overDui10 Tnat 1s. lor years. CLECs such as Time 
Warner Communications ATBT Business ana WorldCom's MFS (although we believe 
one of WCOM s downfall was 11s ~nabliity to leverage me MCI long dlstance base and 
'backsell' an MFS local product intc , 1 !  nave been bu:idlng their own trunks into 
business locations. either iuliy bypassing :he ILEC. or perhaps renting minimal network 
subsegments sjCh as the last lhnk into a builotng Now, c6b:e telephony IS copying the 
CLECs on the residential slde By Diggybacking onto the cable television network. they 
found an economical way to overbulld the less aense residential base, a danger to the 
Bells that have concerned us lor some m e .  FCC statistics show cable telephony 
penetration increasinc even iaster than overall CLEC penelrailon, and ATgT 
Broadband reponed in 0 2  02 that. ior the flrsr m e .  11s cable telephony operations are 
EBITDA-positive. validallon that a means lo  'crack' the natural monopoly in the local 
residential market exists It still takes a lot longer to deploy a cable telephony line than 
a UNE ltne Thus. cable telephony is probably impacting residential Ilnes' margins, but 
not taking signlflcant market share yet 

Cable telephony penetration 1s 
increasing even laster than 

oieiall CLEC penelralion 
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UNt -P  has m20e I! possible lor 
A 1  T ano MCI to compete in 

!he resmential arena 

The bottom line 1s that compelitior. comes IC two liavors reselilnc !ne 550:s' ne1wc.h 
or overbuilding. The Bells argue mat low UNE rates wnicn can tor:e an fi.30: IC 

resell a local line to a CLEC such as MCI '"Neighborhood' lor as m u Y  as 7C-c  of! of 
retall, aren't so bac because they at leas! PrOviOe Some revenue ac'css a I'S' fixe0 
cost structure AISO. since the line is deployed already (sunk costj. and only minima! 
cash IS required 10 operate that line. an RBOC would select LINE 10 OverDuiioing as the 
lesser 01 two evils. We agree. However. with overbuilding now taking piace in the 
business and residential ends of the locai market. we expect that tne value of the 
RBOCs' plant #.e.. their sunk costs. are falling. and that plant write downs loom. 
Again. the overbuilding IS concentrating in the large business arenas and wilt occur tor 
plant that serves large businesses. not the residential market. 

Resale: 22%, down from 43% two years earlier 
Resale IS uneconomical lor CLECs. so they are dropping resais lines or changing them 
to a LINE-P "lines" regime. which are lunctionally equivalent. but add 20?,.4C?, points 
of gross margin to a CLEC 

Figure 2: UNE VI. resold liner. 1999.2001 
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UNE: 47% (&I% at YE 1999) -erased 2% of bell equity? 
The UNE platiorm IS growing rapidly In use To the CLEC the only ddference between 
reseliing and UNEs is the cost In lac:, UNE IS nothing more than resale with 2-3x the 
discount. which c o m e ~ t o  a 35?.-609, dlscount UNE-P has made i t  posslble tor ATBT 
and MCI to compete in the residential arena Because 11 is toc costly to build out 1855 

dense residential networks, UNE-P resale fand cable telephony overbuilding) are 
belng used to PenetratE the residentla1 and small business markel According to the 

Fee. CLECs served 4 640 Of those markets at the end ot 2000. and 6 63b of such 
markets by year-end 2001, There were 9.5m UNE loops at year-end 2001, up frorn 

six months earlier About 61%. or 5 8m Ilnes. were LINE-P lines that lnclude,j 

swltchlng. and the resf 13 7m) were UNE loops, where the CLEC leases the 
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copper loop and provides the Other network elements UNE-LOODS cause :he larges: 
revenue loss under the local n'noiesale scneme However, UNE loop sales snouio 

ameliorate. in our View 

~ L E C ~  lost 1.5m lines In the last SIX months Of 2001 in the lorm of UNEs tc CLECs. 
which we estlmate comes to Slbn in lost annualized sales. most of which I S  pure profl: 
in a Six-montn span. Inen. after taxes. ILEC bottom lines lost about S325m in net 
income, and S4.2bn in market capitalization. assuming a 13x P/E multiple. The Bells 
control about 94% of tne nation's incumbent access lines. so the RBOCs. primarily 
through UNE. lost S4bn in market capitalization in the last half of 2001. The Bells 
currently have a 5220bn equity market cap. meaning that CLECs conceivably 
destroyed 2% of Bell equity value in the second-half of 2001. assuming our estimates 

are reasonable and that the market actually "made" this observation and factored it into 
stock prices. There's no assurance RBOC stocks didn't decline due to other reasons. 
and that the UNE-P issue has yet to be factored into the stocks. 

Case study: ATBT UNEs 
The UNE.P platform will be ATBT's new senior management states that the UNE-P platform is expected to be as 

instrumental in enabling AT 1 successful in penetrating the business market as it has been in the residential market. 
tc reach i t s  q0.3 01 lObn In Today, T has some 3 2m local hnes. 01 which 500.000. or 1596. are UNE-P-based. 

annual business local revenues That percentage WIII increase We estimate that the UNE-P piatform will be 
Inf 'vevears instrumental in enabling AT&T to reach its goal of SlObn in annual business local 

revenues in five years. Note: it takes T about two years fo: LJNE-P. on its own, to 
breakeven. excluding the positive impacts of bundling lono distance with UNE-P. 

From a macroeconomic point of view there are several concerns with Ihe UNE-P 
system: 

b It's a policy-stimulated transfer 01 wealth (from shareholders and employees to 
consumers). rather than belng left to market lorces. 

b In the longer-term it could rob consumers of advanced serwces that require the 
RBOCs' plentilul cash flow to luna 

b Asset write-downs wtll cause stock-mock and a shock to the telecom supplier' 

system 

UNE IS a creatgn of the prlor LCC admlnlstration Only network elements such as 
switching local loop costs and other varioJs network elements were required under 
the 1996 Act to be sold at reasonable discounts to the CLEC The FCC decided that 
the ILECs were required to rebundie these elements and sell them at much steeper 
discounts than plain resale Plain resale was requlred by the Act as well The prlce was 
to be the refail price charged by the Bell less avoidable COS& such as selilng costs. 
That was Interpreted to mean a 20°.c-25?c discount to retail. However, the CLECs 
didn't have any margln left over for a prolil We're not sure. however, that profit was 

required by the Act At the end 01 the day. the Splrit 01 the Act was 10 deliver a 
mechanism to Iumpstan local competition. and we interpret that io mean to develop a 
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mechanism to ailow comoetitors to build UP a large enough base of customers - eltne. 
through UNE elements or resale to THEN lustily building their own networn 

, ,  

Regulators forgot to notice that wireless is local 
competition, too 
in ,tS juiy 2002 Local Telephone Competition repon, the FCC repofled that US 
wireless subscribers increased from 79.7m at year-end 1999 to 122.4m by year-end 
2001, or a 23 99, CAGR. With wireless carriers offering big bucket mlnute plans 
including features like Caller ID and free roaming. wireless phones are replacing 
landlines for many consumers. As wireless companies continue to build out their 
networks and improve service quality. wireless displacement will tccreasingly displace 
RBOC Iandhnes. 

Wireless displacement IS not only affecting primary access lines. but is havlng a 
devastating effect on RBOC second lhes Second line growth for the REOCs is 
declining rapidly. primarily as a result of wireless displacement of these second lines. 
For example, BLS reponed a 0 2  02 second line YoY growth decline of 10 6%. while 
SEC'S second lines oeclmed ~ .79 .  YOY in a2 02. Historically. second lines have 
increased as.moch~as 1550-2050 YoY. and lust two quarters ago we estimate that 
these second line were declining approxlmately 5 %  If we esilmate that the RBOCs 
combined for 17m second lines at year-end 2001. and each second line generates S5 
per month with a 654, EBITDA margin. then S633m of EBlTDk was generated lrom 
RBOC second lines in 2001. This S633m of EBITDA is in danger of being reduced by 
10% per year. primarily due to wireless displacement. 

Wireless oisplacement is not 
only anecting primary access 

line8 but IS having a 
OevaStatinQ effect on R E  c 

SeCOnCllnes 

End result 
S1.4bn decline over last year 
Figure 3: RBOC local wireline 
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21 August 2002 UNe-P. the Un-:rot,: 

Regulators hurting Consumers in long run 
Regulalors have m o w  to an 
active stance to recesign the 

'"9usfY 

The cornbinailon ot very effective i0bDying or. the Dan of small anc l a q s  ireac. ATGT" 
CLECs, and a democratic FCC (thought to De friendly to long dlstance ano CLECs. no: 
RBOCs) prodaea tne FCC to create me uNE-Pia:torm. or UNE-" The i C C  oemed  
that UNEs Should be prlced at a fheoretlcai level. tnat is. what would $: cos: !or a brand 
new locai network to add an access line The assumptions include state-ot-tne-an 
networks througnout. and periect capital and man-hour deployments. In Otner woros 
we believe these are imaginary. non-historic. tnerefore. in our opinlon. this IS an 
unreasonable way l o  reguiate an industry Another related Issue IS that of regulatlon 
altogether In tne 10 years 01 covering lhls Industry. reguia!ors have. in our view. taken 
an exponentially more involved roie in the "day-to-day" oec1s1ons about priclng. 
mergers. service oflerings. inter-carrier relationships. etc. than before tne 1996 Act. It 

wasn't supposed to turn out that way Regulators have moved to an acttve stance to 
redesign the industry. from a passive stance where carriers knew the rules and 
operated freelywithr rherr They Knew what tnelr returns would be, and dldn'l have l o  
make the very risky types of investments RBOCs have made 111 the past few years i o  
compensate lor the toss of growth in the core business Iha! has destroyed shareholder 
value. On top ot !hat :ne regulators nave had the nerve to regulate me newer high-rtsk 
Capital return pr0)ecrs such as DSL Now every carrler move is scrulintzed by a slate or 
FCC hearing. slowing down the commun~catlons revolution ot Ihe late 1990s. In the 
shoR run. the consumer wins with these aniticially lowered local rates. In the long term. 
the consumer wili sufler as ILECs cut their caDlta1 Dudgets by 30°,c. whlch will produce 
fewer services. more network outages, and crummler customer service. The regulators 
don't understana that the local industry. unlike the long distance Industry. IS the closest 
thing in telecoms to a 'natural" monopoly Wireless. long dlstance and undersea 
networks cost less pe. 9s-0 to bulid and are constructeo In a matter of months or a 
yea: or two. not t9? m a l y  years 11 takes tc bulld a local laidlme network 
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